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July 29,2003 

The Honorable Michael K. Powell 
Chalrmrn 
Federal Comunicarions Commission 
445 12" Street, S.W. 
Washingon, D.C. 20554 

Dear Chairman Powell: 

We write ro express our concern over [he currenr TELRlC pricing rules. While the 
puipose of the Telecommunications Act of 1996 (The "1996 Act") was IO promote private sector 
investment in competing nerworks and facilities, rhe currenr pricing rules do the opposire. They 
actively discouragr investment, and, by doing so, undermine the health of the 
telecommunicarlons sector and rhe narional economy. There can be no doubr thar govemmenr 
regularions have a major impact on rhe economic health and relative performance of the heavily 
regulated relecommunicarions sector. Funhermore, economic theory suggesrs and practical 
experience has demonstrared rhat firms will invest in new facilities only to rhe extenr that they 
believe thar the financial rerum over time from those facilities exceeds the cost. For this reason, 
we urge rhe Commission to promptly iniriare a rulemaking TO reform rhe pricing rules rhat apply 
when incumbenr local exchange carriers (ILECs) are required to provide network elements to 
competitive local exchange camers (CLECs) on an unbundled basis, and IO complete this 
rulmak4ng on an expedlred basis. We funher urge the Commission IO rake immediate acrion IO 
address the mosr egregious aspects of its pricing rules. 

The primary problem is that the Commission's TELRIC pricing rules are based on 
hypothetical, ideally efficient neworks rather than real-world network elements that must be 
provided to CLECs on an unbundled basis. By their very nature, the currenr rules discourage 
invesrrnent by incumbent telephone companies, which cannot recover rheir invesrment under the 
TELRLC methodology. The rules similarly discourage investment by competing carriers, who 
have link reason to invesr when they c a n  lease the existing nenwork at artificially low prices and 
when any invesrmmr rhey do make can be undercut by orher crmiers who provide ~Zrvice leasing 
rhe incumbent's faciliries at TELRIC rates. 
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This problem has grown steadily worse in recent years, as the initial prices rhar states 
established under the Commission’s pricing rules have been dramarically reduced baed on more 
extreme assumptions about the imaginary network. Indeed, accordmg IO expzn rcsrimony before 
the House Subcornmitree on Telecommunica~ions and rhe hremer, mvesment by 
telecommunications carriers has declined by some $60 billion since 2000,’ whch coresponds 
with the period when prices set initially under TELRLC were slashed again. Whlle orher facrors 
no doubt also conmbured IO this decline, the Commission’s rules unquestionably were &Tong rhe 
leading factors. 

This problem is made much worse by the fact that the same pricing rules are applied 
when orher carriers provide service entirely over the incumbent’s exisring network using what is 
referred IO as rhe ”i!nhtnd!ed fiework e!err.enT p1z:fom” ( U N - P ) .  Of course, rhe 19% .%cr d i d  
nor impose this requiremenr. Rather, the 1996 Act allowed other carriers to provide services 
using the incumbmr’s entire local network exclusively under a separate resale pricing srandard. 
It was rhe Commission rhar created rhe UNE-P after the Act was passed, and it was the 
Commission rhar decided Io apply irs TELRIC rules rarher thm rhe resale pricing standard 
mandard by Congress. By doing so, rhe rules have credred a classic case of regulatory arbitrage. 
Indeed, camers  using the UNE-P boasr of g o s s  margins ranging from approximately SO IO 70 
percent, all without invesring in any facilities of their own.’ Meanwhile, the caners rhar have 
invesled in network infrasnucture srill bear f i e  costs of maintaining their networks, bur are paid 
for only a fraction of those expenses, because rheir costs are based on a hypothetical network. 
Indeed, according to a recent rrudy, ‘While the Bells lose roughly 60 percent of the revenues 
when they lose a line to a UNE-P based competitor, we estimate rhar they retain 95 percenr of the 
c0sts.”’ 

We therefore urge the Commission to take several steps TO address rhese problems. 
the Commission should promptly initiate and complete before The end of This calendar year a 
proceeding to refom its pricing rules for unbundled network clemenrs. Such a timetable should 
not place an unrealistic burdm on the Commission as the agency is inharely familiar wirh its 
exisung rules and the manner in which they have been applied. Moreover, acting promptly is 
absolutely necessary to halt the damage being done by the current rules and to restore rduonal 
invesnnenr incenrives. 

1 * .. r e  1l.e Heal& of the Telecomunicaiuns Secror. A Persptcrive of lcivesron and Econonisu.” HeWUlg before 
Ihc House Subcornmiwe on Telecouununicatious and h e  Inremet, 108rh Cougress (Estimony of Roben W 
Crandall, Senior Fellow, The Srookings lmtimnon). February S, 2003. 

* See, “Amencan Piscounr Telecom, 3 0 %  m 70% NCI Profit Arailablc to Compcnrivc Tckphonc Cornpnnics,” 
hm://a-adr.com 

’ M. Gros~mnn. ct. a]., J.P. Morgan Scvunnes, Iuc., Iudusrry Updare - No Growrl, Enpccred for Bells UL 2003 (July 
12,2002) 

http://hm://a-adr.com
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Second, the Commission should make clear at the time it iniriates this proceeding rhar ir 
will no longer base prices on hypotherical, imagirlary networks, bur rarher will base prices on 
real-world nerworks thar are used to provide unbundled elemenrs. Likewise, rhe Commission 
should annowice that II will require the states to re-calculate the existing UhrE rates using ihe 
modified pricing nmhodology promprly afrer rhe new rules are adopred. 11 is critical rhar the 
notice of proposed rulemaking assures investors that rhe Commission undersrands rhe 
senoiisness of the problem and is cornmined IO addressing I I  squarely. 

m, the Commission should move immediately IO rake inrerim steps to begin 10 lirnir 
rhe most harmful effecrs of irs existing rules, inclwling the effecrs of ~ t e  arbitrage created by 
applying the current pricing rules ro the ONE-P. It should srop appiying the TELRIC rules TO the 
UN??.P, and make clear ha: rhe resale..pricing standard prescribed by Ccn~::ss provides !hr. 
price floor. It is imperative that the Commission acrs now to limir rhe harmful falloui until it 
compleres rhe reform of its pricing rules larer rhis year. 

Mi-. Chairman, we have <xaminsd rhe a.rgumznrr in favor of the current pnckg model and 
believe they are shon-sighred. We underrrand rhar a number of recent stare actions 10 
aggressively slash T E W C  rates have permirred cenain carriers to enter the local market and 
compere with rhe incumbent local exchange carriers. For rhe reasons stated above, this 
comperirion is illusory. Such pricing levels are nor sustainable beyond the very shorr-term and 
will only serve IO undermine investmenr and delay the emergence of true facilities-based 
competition. Thar result is not in rhe public inrerest. 

Thank you for considering OUT request 

€E ON ENERGY 

SUBCOMMITTEE ON TELECOMMUNICATIONS 
AND THE INTERNET 
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